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The study sought to investigate tax incentives, exclusively 
tax holiday and capital deductions and how they influence 
the attraction and retention of the Foreign Direct 
Investments in Export Processing Zones. A sample size of 
72 employees of the firms operating under EPZs was 
selected for the study using stratified method for the firms 
and purposive method for the respondents. The study 
utilized descriptive survey design using self administered 
questionnaires to solicit information from sampled senior 
of Export Processing Zones firms. The study found that the 
use of tax holiday greatly influences the attraction and 
retention of Foreign Direct Investments. Arguably, the 
manufacturing sector seems greatly favored by the tax 
incentives compared to other sectors due to extended 
capital allowances. The research concludes that tax 
incentives should be enhanced towards boosting the 
growth and expansion of the foreign director investors 
and that the government should be willing to extend the 
tax holiday beyond ten years for the firms depending on 



















Tax	 incentives	play	 a	minor	 role	 in	making	 investment	decisions	 as	 governments	uses	
them	as	a	means	to	an	end	(UNCTAD,	2005).	Following	the	establishment	of	EAC	in	1999	





the	 firms	 operating	 in	 Export	 Processing	 Zone	 include;	 tax	 holiday	 where	 a	 firm	 is	
exempted	 from	 the	 corporate	 income	 tax	 for	10years,	 exemption	 from	 import	duty	on	
machinery,	raw	materials	and	input	meant	for	export	production	(Action	aid,	2012).		
Tax	incentives	
Fletcher	 (2002)	 defines	 tax	 incentives	 as	 any	 tax	 provision	 granted	 to	 a	 qualified	
investment	project	that	represents	a	favorable	deviation	from	the	provisions	applicable	to	
investment	 projects	 in	 general.	 Morisset	 (2000)	 argues	 that	 numerous	 surveys	 of	
international	investors	have	shown	that	tax	incentives	are	not	the	most	influential	factor	
in	the	selection	of	the	investment	destination	but	there	are	tax	policies	which	are	capable	
of	 affecting	 the	 volume	 and	 location	 of	 FDI,	 as	 higher	 tax	 rates	 reduces	 the	 after-tax	
returns	((Morisset	&	Neda,	2001).		
The	 Government	 of	 Kenya	 has	 not	 lagged	 behind	 in	 the	 global	 competition	 for	 FDI	 as		
measures	on		tax	policies	have	been	formulated	and	implemented	to	this	effect	.There	are	









deductions	are	100%	claimable	 in	case	 the	 firm	 is	 set	 in	Nairobi,	Mombasa	or	Kisumu	
(Kenya	Income	Tax	ACT,	CAP	470	and	517	Laws	of	Kenya).		
Foreign	direct	investment	(FDI)	















Over	 the	 last	 decade	 to	 2001	 analysis	 shows	 that	 Kenya	 lost	 its	 competitiveness	 in	
attracting	FDI	 as	well	 as	 retaining	 the	 stocks	 investments.	 This	 has	been	 attributed	 to	
many	 interrelated	 factors	 such	 as	 negative	 perception	 by	 investors	 about	 political	
instability,	poor	governance,	corruption,	inadequate	infrastructure,	insecurity,	crime	and	
theft	 (Nyamwange,	 2009).	 According	 to	 a	 report	 released	 in	 2012	 by	 the	 bureau	 of	
economic	and	business	affairs	shows	that	Kenya	has	enjoyed	a	long	history	of	economic	
leadership	 in	 East	 Africa	 as	 the	 largest	 and	 most	 advanced	 economy	 in	 the	 region.	




enactment	 of	 the	 EPZ	 Act	 (Cap	 517)	 of	 the	 Laws	 of	 Kenya	 by	 Parliament.	 The	 EPZ	
programme	is	managed	by	the	Export	Processing	Zones	Authority	which	has	the	role	of	
initiating,	 promoting	 and	 providing	 attractive	 investment	 opportunities	 for	 export-








results	 in	 that	 it	 affect	 the	 net	 return	 on	 capital	 and	 should,	 at	 least	 in	 the	 mind	 of	




for	 suspicious	 behaviors	 from	 tax	 administrations	 and	 companies	 (Morisset	 &	 Neda,	
2001).	
According	 to	 Morisset	 (2000)	 tax	 incentives	 have	 a	 more	 apparent	 effect	 on	 the	
composition	of	Foreign	Direct	Investment.	Most	governments	use	tax	policies	to	attract	







Kenya’s	productivity	 levels	are	among	the	 lowest	 in	 the	world	 in	spite	of	 the	many	tax	
holidays	offered	by	the	government	(Kimuyu,	2005).	Potential	benefits	of	tax	holidays	are	

































number	of	employees.	China,	 for	example	extend	a	40%	tax	refund	 to	 firms	by	 foreign	





When	 a	 government	 offers	 tax	 incentives	 to	 investors	 or	 its	 citizens	 it	 foregoes	 some	
income	in	form	of	taxes.	Since	tax	incentives	appears	to	have	some	effect	on	location	of	the	
multinational	 firms,	 especially	 within	 the	 regional	 markets,	 there	 is	 a	 risk	 that	
Government	 will	 ‘race	 to	 the	 bottom’	 with	 competitive	 tax	 incentives.	 This	 kind	 of	
competition	 has	 already	 been	 noted	 in	 some	 regions	 like	 Asia	 (Ambrose	 &	Mosioma,	
2012).	The	major	 concern	 is	 that	 the	 countries	may	 end	up	 in	 a	 bidding	war,	 favoring	
multinational	firms	at	the	expense	of	the	state	and	the	welfare	of	the	citizens/economy.	
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Also,	scholars	 try	to	establish	the	need	for	 tax	 incentives	 in	relation	to	a	Government's	




foreign	 investors	 for	 the	 lack	 of	 returns	 due	 to	 the	 host	 country's	 industrial	 policy	
(Blankenau,	2005).	






available	 it	 is	 mostly	 the	 large	 firms	 which	 participate	 (Coyne,	 1994).	 In	 a	 survey	 of	
Taiwanese	 firms,	 only	 8%	 of	 firms	 rated	 tax	 incentives	 as	 the	 single	 most	 effective	
government	policy	for	promoting	technological	development:	last,	after	educating	more	




GDP.	 Therefore	 the	 investment	 incentive	 should	 be	well	 targeted	 and	 narrowly	 on	 the	
activities	 they	 seek	 to	 promote	 if	 they	 (tax	 incentives)	 have	 to	 be	 of	 any	 benefits.	 Tax	
holiday	strongly	 favor	transitory	rather	than	sustainable	 investment	and	create	glaring	
opportunities	for	aggressive	tax	avoidance	(Ambrose	&	Mosioma,	2012).	In	a	joint	report	
conducted	 by	 IMF,	 UN,	 OECD	 and	 World	 Bank	 comes	 to	 a	 conclusion	 that	 where	
governance	is	poor,	corporate	income	exemption	does	little	to	attract	FDI	and	in	case	they	
do,	then	it	is	at	the	expense	of	the	domestic	investment.	













variety	of	 goods	and	services	 to	people	of	 the	recipient	 country	are	 some	of	 the	other	
benefits	of	FDI	(Morisset	&	Neda,	2001).	
















a	 foreign	market.	The	advantages	are	property	 competences	or	 specific	benefits	of	 the	
company.	The	fact	that	the	company	has	a	monopoly	over	its	own	specific	advantage	then	








It	 is	 a	 situation	whereby	 the	 corporation	 can	 use	 some	 factors	 outside	 the	 country	 of	

















creates	 a	 set	 of	 incentives	 as	well	 as	 constraints	within	which	 governments	 and	other	
actors	 operate	 (Cochran,	 1999).	 These	 incentives	 shape	 the	 path	 of	 development,	 and	
different	 governments	may	 evolve	 in	 different	ways,	 not	 all	 of	which	 are	 efficient.	 Tax	
policy-making	 and	 tax	 administrative	 reform	 therefore	 evolve	 simultaneously	 and	
symbiotically.	The	institutional	theory	developed	here	provides	a	generalized	framework	
that	can	be	used	to	better	understand	the	development	of	tax	policy	and	administration	
across	 time	and	cultures.	 It	offers	an	attractive	model	 for	description,	 explanation	and	
prediction.	Richard	and	Oliver	 (1990)	 recommended	division	of	 fiscal	 functions	where	
they	 stated	 that	 the	 fiscal	 federalism	 lies	 in	 the	 proposition	 that	 the	 policies	 of	 the	
allocation	should	be	permitted	to	differ	between	states	in	references	to	the	preferences	of	
its	citizens.	The	theory	applies	in	this	study	in	the	sense	that	FDI	has	economic	benefit	on	
the	host	 country	 in	 terms	of	 revenues	 from	 taxes	 and	better	 government	policies	 as	a	
strategy	for	FDI	attraction	and	retention.	In	conclusion	FDIs	create	an	environment	that	































incentive	 capital	 size,	 the	 firms	 receiving	 the	 CIT	 were	 7.5%	 larger	 than	 those	 not	











Political stability, availability of raw 






Improved Foreign Direct Investments 
Return on Investment 
Increased job opportunities 




In a survey carried out by Sebastian in 2009	in four different countries on the importance 
of tax incentive as a tool for investment decision, three parameters were studied i.e. duty 
free-imports, tax incentives and consideration of another location. Out of 60 firms in 
Mozambique 27% considered duty free-imports, 17% tax incentives while 12% 
considered relocating to another area. In Jordan the firms in consideration were 61, 36% 
duty free-imports, 38% tax incentives and 33% relocation, Serbia 61 firms were used, 
16% invested due to duty free imports, 29% tax incentives while 30% considered 
relocation and finally Nicaragua 93% duty free-imports, 76% tax incentives and 40% 
considered another location. All the survey found out that factors related to investment 
climate such as ease of imports and exports, availability of local suppliers, regulatory 
framework, infrastructure and countries geographical location related higher than tax 
incentive as a primary motivation for investment. Whenever the government wants to 
offer incentive tax should ensure that they are: - affordable; simple, targeted and reviewed 
periodically. In addition, it should take initiative to encourage lobbying, transparency on 
the cost associated with the incentives as a way of ensuring that firms get the benefit of 
the tax incentive to help frame the future policy (Sebastian, 2009). 
According to a survey conducted by World Bank in 1999-2000, on over 10,000 firms of all 
sizes in 80 countries to obtain data on variable of investments and the perception on the 
investment climates, 15 were from sub-Saharan with 6 from Southern African 
Development Community, 33% of the respondent viewed tax and regulation as a major or 
moderate concern for investment while 60% viewed financing, inflation, corruption and 
infrastructure as a serious constraint. The econometric tests showed that influence of 
taxes on investment after controlling for the effect of non-tax factors and international 
investment involve two steps namely:-assessment of the fundamental viability of 
operating in different locations and thus the business pay less attention on tax system 
whether too good or too bad. The other step is the selection of a particular host country 
from a shortlist of viable location and attention is given when they are similar and 
eventually tax consideration is decisive at this stage. Therefore, the conclusion of the 
survey showed that respondents place low weight on tax factors in making an investment 
decision even though tax variable can have a significant effect on the final decision 
(Nathan-MS-Group, 2004). 
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In	2002,	 Foreign	 Investment	Advisory	 Services	 (FIAS),	 of	 the	World	Bank	 conducted	 a	
study	 on	 the	 role	 of	 the	 fiscal	 and	 financial	 investments	 in	 promoting	 the	 private	
investments	in	Tunisia.	The	survey	targeted	the	private	investments	whereby	it	was	found	
out	 that	 between	1996-2001	private	 investments	 increased	by	10%	higher	 than	other	
countries	in	the	African	region.	In	addition	a	reduction	of	corporate	tax	from	35%	to	15%,	
lack	 of	 coherence	 between	 the	 multiple	 systems	 of	 incentives	 and	 other	 aspects	 of	
economic	policy	were	cited	to	have	reduced	the	effectiveness	of	 the	incentives	by	35%	
during	1996-2001.	The	study	recommended	the	abolition	of	exonerations	despite	findings	































order	 to	 test	 hypotheses	 or	 to	 answer	 questions	 concerning	 the	 current	 status	 of	 the	
subject	under	study.	This	type	of	study	portrays	an	accurate	profile	of	persons,	events	or	
situation.	 They	 further	 claim	 that	 the	 descriptive	 research	 design	 is	 one	 of	 the	 best	
methods	 for	 conducting	 research	 in	 human	 contexts	 because	 of	 portraying	 accurate	























Manufacturing	 30	 12	 4	 48	
Commercial	 8	 3	 4	 12	





purposive	 sampling	 was	 applied	 to	 select	 the	 individual	 respondents	 whereby	 4	
respondents	(that	is	top	managers,	finance	manager	and	two	accountants)	were	selected	
for	the	study.	









































To	 what	 extend	 does	 tax	
holiday	 affect	 the	 foreign	
investors	retention	
5	 8	 3	 5	 8	 13	 16	 26	 48	 48	
To	 what	 extend	 does	 tax	
holiday	 affect	 the	 foreign	
investors	attraction	
30	 48	 20	 32	 4	 7	 5	 8	 5	 5	
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According	 to	 Coyne	 (1994)	 tax	 holidays	 are	 often	 extended	 by	 the	 governments	 in	
developing	countries	to	labor	intensive	investments.	Whereas	barriers	to	trade	are	a	cost	





Tax	 holidays	 are	 only	 beneficial	 when	 a	 company	 begins	 earning	 income,	 while	 the	
benefits	 of	 a	 lower	 corporate	 tax	 rate	 accrue	more	 slowly	 and	over	 a	 longer	 time.	Tax	
holidays	 benefit	 primarily	 short-term	 investments,	 typical	 of	 “footloose”	 industries	 in	
which	 companies	 can	move	quickly	 from	one	 jurisdiction	 to	another	 (Morisset,	2003).	
They	also	tend	to	reward	the	founding	of	a	company	rather	than	investment	in	existing	




About	 48%	 	 of	 the	 	 respondents	 	 cited	 	 that	 	 tax	 	 holidays	 	 affects	 	 foreign	 investors		
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Total	 	 62	 100.0	
	












Investment tax allowance have limitation in that if it is not refunded, existing companies 
reap that full benefit (i.e. supporting expansion) while start-up companies must first earn 
enough income before they can take allowance (Morisset & Pirna, 2001). When inflation 
is high, the allowance aggravates the tax system’s uneven impact on the investment 
behavior of companies thus these companies benefit from more borrowing to finance 
capital, because tax deductions for capital expenditure are more valuable. This is opposite 
of tax holidays and a lower corporate tax rate as this reduces the advantage of interest cost 
deductions for tax purposes during high inflation. 
In relation to  the findings  7% of the  respondents  said that  capital  allowances  does   
influence  investors retention  while 36% of the  respondents  gave   their  responses that  
capital allowances is a tool used by the government to attract the investors.  The  absence 
of  capital  allowances  will  subject  the investor  to  high revenue  which   leads  to  high  
corporate  taxes  thus low  profitability.  Investors definitely look forward to maximizing 
profit and any indication into   this direction is greatly welcomed. The  fact  the  majority  
of the  firms in the  EPZ fall under manufacturing  sector then this  is  a  key  decision  for  
potential investors  to invest on heavy machineries  that  aids in  production of goods. 
Conclusions 
From the questionnaires distributed to and received from the respondents, taxes are not 
the only incentives that the investors consider in making the investments decision. Other 
factors like infrastructure, availability of local suppliers, countries geographical location, 
corruption, inflation, human resources, access to market and local regulation also 
influence the foreign direct investments. 
Recommendations 
Tax holiday  
To  begin  with,  there is  need  by the  government to  regulate  and adjust the duration of 
the  tax  holiday  especially  for  the   new firms which  have  just entered  the market. Tax 
holiday should be extended beyond ten years especially for firms which have invested 
more capital outlay to enable them fully recover the investment capital. 
Capital allowance/deductions 
The government should increase the number of capital allowances especially the one 
meant for machinery as way of boosting the output.  There is need for the government to 
enlighten the general public of the capital allowance given to FDIs and those extended to 
Journal of Accounting, Finance and Auditing Studies 3/1 (2017) 17-36 
33 
 






















Cho,	 S.,	&	Tung,	S.	 (2000).The	 Impact	of	 tax	 incentives	on	 foreign	direct	 Investment	 in	
China.	Journal	of	International	Accounting,	Auditing	and	Taxation,	9(2),	105-135.	








Conference	 on	 Foreign	 Direct	 Investment:	 Opportunities	 and	 Challenges	 for	




Fung,	 H.,	 Yau,	 J.,	 &	 Zhang,	 G.	 (2010).	Reported	 Trade	 Figure,	 Regulatory,	 Arbitrage	 and	













Lall,	 S.	 (2000).FDI	 and	 development	 research	 issues	 in	 the	 emerging	 context.	 Policy	






Ministry	of	Trade.	 (2009).	Draft	policy	on	 special	 economic	 zones.	Nairobi:	Government	
Printers.	
Morisset,	 J.	 (2000).	Using	Tax	 Incentives	 to	 attract	 Foreign	direct	 Investment.	 Retrieved	
from	http://rru.worldbank.org/Viewpoint/index.asp.	




Ngowi,	H.	 (2000).	Tax	 incentives	 for	 foreign	direct	 investments	 (FDI):	Types	and	 	Who	
should/should	not	qualify	in	Tanzania?	The	Tanzanet	Journal,	1(1),	19-28.	
Nguyen,	T.,	Hoang.T.	Cung,	V.,	&	Freeman	N.	(2004).	An	empirical	study	of	corporate	income	
Journal of Accounting, Finance and Auditing Studies 3/1 (2017) 17-36 
35 
 
tax	 investment	 for	 domestic	 companies	 Vietnam.	 Retrieved	 from	
http://www.fiscalreform.net/index.php?option=com_content&task=view&id=776
&Itemid=61 
Nyamwange,	 M.	 (2009).	 Foreign	 direct	 investment	 in	 Kenya.	 Retrieved	 from	
https://mpra.ub.uni-muenchen.de/34155/1/MPRA_paper_34155.pdf		







Sebastian,	 J.,	 (2009).Incentives	 investment:	 Evidence	 and	 policy	 implication.		
Retrieved://www.un.org/esa/ffd/tax/sixthsession/UseOfTaxIncentivesALL.pdf	
Tax	 Justice	 Network-Africa	 &	 ActionAid	 International	 (2012).	 Tax	 competition	 in	 East	






















CIT  Corporate Income Tax 
EAC                 East Africa Community 
EPZs   Export Processing Zones 
EPZA  Export Processing Zone Authority 
FDI   Foreign Direct Investment 
FIAS  Foreign Investment Advisory Services 
GDP  Gross Domestic Product 
IMF  International Monetary Fund 
KIPPRA Kenya Institute of Public Policy Research and Analysis 
KRA   Kenya Revenue Authority 
KAM  Kenya Association Manufacturers 
 KIA  Kenya Investment Authority 
OECD  Organization for Economic Co-operation and Development 
OLI  Ownership-Location-Internalization 
TI  Tax Incentives 
UN  United Nations 
UNCTAD  United Nations Conference on Trade and Development 
UNDP  United Nations Development Programme 
 
